FRIDAY,  FEBRUARY  23,  1979 
PART  III 


SECURITIES  AND 
EXCHANGE 
COMMISSION 


PROMOTION  OF  THE  RELIABILITY 
OF  FINANCIAL  INFORMATION 
AND  PREVENTION  OF  THE 
CONCEALMENT  OF 
QUESTIONABLE  OR  ILLEGAL 
CORPORATE  PAYMENTS  AND 
PRACTICES 


10964 


RULES  AND  REGULATIONS 
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Title  17 — Commodity  and  Securities 
Exchanges 

CHAPTER  II— SECURITIES  AND 
EXCHANGE  COMMISSION 

[Release  No.  34-15570] 

PART  240— GENERAL  RULES  AND 
REGULATIONS,  SECURITIES  EX¬ 
CHANGE  ACT  OF  1934 

Promqtion  of  the  Reliability  of  Finan¬ 
cial  Information  and  Prevention  of 
the  Concealment  of  Questionable 
or  Illegal  Corporate  Payments  and 
Practices 

AGENCY:  Securities  and  Exchange 
Commission. 

ACTION:  Pinal  rules. 

SUMMARY:  The  Commission  is 
adopting  rules  intended  to  assure  that 
an  issuer’s  books  and  records  accurate¬ 
ly  and  fairly  reflect  its  transactions 
and  dispositions  of  assets:  to  protect 
the  integrity  of  the  independent  audit 
of  issuer  financial  statements  that  is 
required  under  the  Securities  Ex¬ 
change  Act  of  1934  (“Securities  Ex¬ 
change  Act”)  and  existing  Commission 
rules;  to  promote  the  reliability  and 
completeness  of  financial  information 
that  issuers  are  required  to  file  with 
the  Commission,  or  disseminate  to  in¬ 
vestors,  pursuant  to  the  Securities  Ex¬ 
change  Act;  to  promote  compliance 
with  new  Sections  13(b)(2)  (A)  and  (B) 
of  the  Securities  Exchange  Act;  and  to 
prevent  the  concealment  of  question¬ 
able  or  illegal  corporate  payments  and 
practices.  The  rules  expressly  prohibit 
the  falsification  of  corporate  books, 
records,  or  accounts  and  prohibit  the 
officers  and  directors  of  an  issuer  from 
making  false,  misleading  or  incomplete 
statements  to  any  accountant  in  con¬ 
nection  with  any  audit  or  examination 
of  the  issuer’s  financial  statements  or 
the  preparation  of  required  reports. 
Although  the  Commission’s  authority 
to  promulgate  rules  of  this  nature 
does  not  rest  solely  on  Section  13  of 
the  Securities  Exchange  Act,  these 
rules  have  been  codified  in  a  new  Reg¬ 
ulation  13B-2,  entitled  “Maintenance 
of  Records  and  Preparation  of  Re¬ 
quired  Reports.” 

The  Commission  believes  that  these 
rules,  while  intended  to  deal  with  a 
much  broader  range  of  practices  than 
the  problem  of  questionable  or  illegal 
corporate  payments  and  practices,  will 
serve  to  discourage  repetition  of  the 
serious  abuses  which  the  Commission 
has  uncovered  in  this  area.  The  Com¬ 
mission’s  experience  indicates  that  im¬ 
proper  corporate  payments  and  prac¬ 
tices  are  rarely  reflected  in  corporate 


books,  records  and  accounts  in  an  ac¬ 
curate  manner  and  that  the  desire  to 
conceal  information  concerning  such 
activities  frequently  entails  the  falsifi¬ 
cation  of  books,  records  and  accounts 
and  the  making  of  false,  misleading  or 
incomplete  statements  to  accountants. 

EFFECTIVE  DATE:  March  23,  1979. 

FOR  FURTHER  INFORMATION 
CONTACT: 

Barbara  Leventhal,  Division  of  Cor¬ 
poration  Finance  (202-755-1750); 
Frederick  B.  Wade,  Office  of  the 
General  Counsel  (202-755-1229); 
Ernest  Ten  Eyck,  Office  of  the  Chief 
Accountant  (202-755-7471);  Securi¬ 
ties  and  Exchange  Commission,  500 
North  Capitol  Street,  Washington, 
D.C.  20549. 

SUPPLEMENTARY  INFORMATION: 
The  SEC  today  announced  the  adop¬ 
tion  of  two  rules  under  the  Securities 
Exchange  Act,  15  U.S.C.  78a  et  seq.,  as 
amended  by  the  Foreign  Corrupt  Prac¬ 
tices  Act  (“FCPA”),  Pub.  L.  No.  95-213 
(Dec.  19,  1977).  The  rules  are  codified 
in  a  new  Regulation  13B-2,  entitled 
“Maintenance  of  Records  and  Prepa¬ 
ration  of  Required  Reports.”  New 
Rule  13b2-l  (17  CFR  240.13b2-l)  pro¬ 
vides  that  “no  person  shall,  directly  or 
indirectly,  falsify  or  cause  to  be  falsi¬ 
fied,  any  book,  record  or  account  sub¬ 
ject  to  Section  13(b)(2)(A)  of  the  Secu¬ 
rities  Exchange  Act.” 1  In  addition, 
new  Rule  13b2-2  (17  CFR  240.13b2-2) 
prohibits  officers  and  directors  of  an 
issuer  from  making  materially  false, 
misleading  or  incomplete  statements 
to  an  accountant  in  connection  with 
any  audit  or  examination  of  the  finan¬ 
cial  statements  of  the  issuer  or  the 
filing  of  required  reports.* 

The  rules  were  initially  published 
for  comment  in  Securities  Exchange 
Act  Release  No.  13185  (Jan.  19,  1977), 
together  with  a  proposed  amendment 


•Section  13(b)(2)(A)  of  the  Securities  Ex¬ 
change  Act  was  added  to  the  Act  by  the 
FCPA.  It  requires  issuers  subject  to  the  Act 
to  “make  and  keep  books,  records  and  ac¬ 
counts,  which,  in  reasonable  detail,  accu¬ 
rately  and  fairly  reflect  the  transactions 
and  dispositions  of  the  assets  of  the  issuer." 

Section  3(a)(37)  of  the  Securities  Ex¬ 
change  Act  defines  the  term  “records”  to 
mean  “accounts,  correspondence,  memoran¬ 
dums,  tapes,  discs,  papers,  books  and  other 
documents  or  transcribed  information  of 
any  type,  whether  expressed  in  ordinary  or 
machine  language.” 

2  As  proposed.  Rules  13b2-l  and  13b2-2, 
were  designated  13b-3  and  13b-4,  respective¬ 
ly.  See  Securities  Exchange  Act  Release  No. 
13185  (Jan.  19.  1977),  42  FR  4854  (Jan.  26. 
1977).  The  rules  promulgated  today  have 
been  renumbered  to  reflect  the  intervening 
enactment  of  the  FCPA,  which  incorporated 
the  substance  of  proposed  rules  13b-l  and 
13b-2  in  new  Section  13(b)(2)  of  the  Securi¬ 
ties  Exchange  Act,  and  the  Commission’s 
determination  that  enactment  of  the  FCPA 
makes  it  unnecessary  to  adopt  proposed 
Rules  13b-l  and  13b-2. 


to  Item  6  of  Schedule  14A  (17  CFR 
240.14a-101).s  The  rules  are  designed 
to  promote  the  reliability  and  com¬ 
pleteness  of  the  financial  information 
that  issuers  are  required  to  file  with 
the  Commission,  or  disseminate  to  in¬ 
vestors,  pursuant  to  the  Securities  Ex¬ 
change  Act;  to  protect  the  integrity  of 
the  independent  audit  of  issuers’  fi¬ 
nancial  statements  required  under 
that  Act  and  existing  Commission 
rules;  to  promote  compliance  with  new 
Sections  13(b)(2)  (A)  and  (B)  of  the 
Securities  Exchange  Act;  and  to  pre¬ 
vent  the  concealment  of  questionable 
or  illegal  payments  and  practices.  In 
this  regard,  although  the  rules  are  in¬ 
tended,  in  part,  to  eliminate  certain  se¬ 
rious  abuses  the  Commission  has  un¬ 
covered  in  connection  with  question¬ 
able  and  illegal  payments  and  prac¬ 
tices,  the  rules  are  addressed  to  a 
much  broader  range  of  practices  than 
the  problem  of  questionable  or  illegal 
corporate  payments  and  practices. 

I.  Background 

Beginning  in  1973,  as  a  result  of  the 
work  of  the  Office  of  the  Watergate 
Special  Prosecutor,  the  Commission 
became  aware  of  a  pattern  of  conduct 
involving  the  use  of  corporate  funds 
for  illegal  domestic  political  contribu¬ 
tions.  Because  these  activities  often  in¬ 
volved  matters  of  significance  to 
public  investors,  the  nondisclosure  of 
which  entailed  violations  of  the  feder¬ 
al  securities  laws,  the  Commission 
published  a  statement,  on  March  8, 
1974,  expressing  the  views  of  its  Divi¬ 
sion  of  Corporation  Finance  concern¬ 
ing  disclosure  of  these  matters  in  doc¬ 
uments  filed  with  the  Commission.  Se¬ 
curities  Act  Release  No.  5466  (Mar.  8, 
1974). 

Subsequent  Commission  investiga¬ 
tions  and  enforcement  actions  re¬ 
vealed  that  instances  of  undisclosed 
questionable  or  illegal  corporate  pay¬ 
ments— both  domestic  and  foreign— 
were  widespread,  that  they  represent¬ 
ed  a  serious  breach  in  the  system  of 
corporate  disclosure  administered  by 
the  Commission  and  that  such  pay¬ 
ments  threatened  public  confidence  in 
the  integrity  of  the  system  of  capital 
formation,  which  rests  on  a  founda¬ 
tion  of  full  and  fair  disclosure  of  cor¬ 
porate  business  and  financial  transac¬ 
tions.  On  May  12,  1976,  the  Commis¬ 
sion  submitted  a  detailed  “Report  on 
Questionable  and  Illegal  Corporate 
Payments  and  Practices”  ("May  12 
Report”)  to  the  Senate  Committee  on 
Banking,  Housing  and  Urban  Affairs. 
That  report  describes  and  analyzes  the 


*As  proposed,  a  new  subsection  (d)  would 
be  added  to  Item  6  of  Schedule  14A,  requir¬ 
ing  disclosure  of  management  involvement 
in  specified  types  of  questionable  or  illegal 
payments  and  practices  and  of  corporate 
policies  relating  to  such  matters.  The  Com¬ 
mission  expects  to  consider  this  proposal  in 
the  near  future. 
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Commission’s  activities  concerning 
such  payments  and  practices  and  out¬ 
lines  the  legislative  and  other  re¬ 
sponses  that  the  Commission,  based 
on  its  experience,  recommended  to 
remedy  these  problems.  One  of  the 
key  conclusions  drawn  in  the  May  12 
Report  was  that: 

The  almost  universal  characteristic  of  the 
cases  reviewed  to  date  by  the  Commission 
has  been  the  apparent  frustration  of  our 
system  of  corporate  accountability  which 
has  been  designed  to  assure  that  there  is 
proper  accounting  of  the  use  of  corporate 
funds  and  that  documents  filed  with  the 
Commission  and  circulated  to  shareholders 
do  not  omit  or  misrepresent  material  facts. 
Millions  of  dollars  of  funds  have  been  inac¬ 
curately  recorded  in  corporate  books  and 
records  to  facilitate  the  making  of  question¬ 
able  payments.  Such  falsification  of  records 
has  been  known  to  corporate  employees  and 
often  to  top  management,  but  often  has 
been  concealed  from  outside  auditors  and 
counsel  and  outside  directors.4 

On  the  basis  of  the  conclusions  in 
the  May  12  Report,  the  Commission, 
in  addition  to  active  pursuit  of  its  en¬ 
forcement  and  disclosure  programs, 
proposed  a  multi-faceted  approach  to 
prevent  further  abuses.  First,  the 
Commission  recommended  that  Con¬ 
gress  enact  legislation  aimed  expressly 
at  enhancing  the  accuracy  of  corpo¬ 
rate  books  and  records  and  the  reli¬ 
ability  of  the  audit  process,  which  to¬ 
gether  constitute  foundations  of  the 
system  of  corporate  disclosure.  Specifi¬ 
cally,  the  Commission  proposed  legis¬ 
lation  to: 

(1)  require  issuers  subject  to  the  pe¬ 
riodic  reporting  requirements  of  the 
Securities  Exchange  Act  (i.e.,  “report¬ 
ing  companies”)  to  make  and  keep  ac¬ 
curate  books  and  records; 

(2)  require  such  issuers  to  devise  and 
maintain  a  system  of  internal  account¬ 
ing  controls  meeting  the  objectives  ar¬ 
ticulated  by  the  American  Institute  of 
Certified  Public  Accountants  in  State¬ 
ment  on  Auditing  Standards  No.  1. 
Section  320.28  (1973); 

(3)  prohibit  the  falsification  of  cor¬ 
porate  accounting  records;  and 

(4)  prohibit  the  making  of  false,  mis¬ 
leading  or  incomplete  statements  to  an 
accountant  in  connection  with  any  ex¬ 
amination  or  audit. 

In  addition,  because  of  the  magni¬ 
tude  of  the  problem,  and  the  need  to 
supplement  the  Commission’s  own  en¬ 
forcement  capabilities,  a  voluntary  dis¬ 
closure  program  was  developed.  Com¬ 
panies  participating  in  this  program 
were  encouraged  to  conduct  careful  in¬ 
vestigations  of  their  operations  under 
the  auspices  of  persons  not  involved  in 
the  questionable  activities  and  to  dis¬ 
cuss  the  question  of  appropriate  dis¬ 
closure  of  these  matters  with  the 
Commission’s  staff  before  filing  any 
document  with  the  Commission.* 


4  May  12  Report  at  p.  a. 

*  The  voluntary  program  was  announced 
in  several  public  statements,  including  the 


The  Commission  also  proposed 
means  of  strengthening  the  effective¬ 
ness  and  vitality  of  corporate  boards 
of  directors  by  suggesting  that  issuers 
maintain  audit  committees  composed 
of  non-management  directors  unrelat¬ 
ed  to  the  company  and  its  manage¬ 
ment  and  by  encouraging  the  separa¬ 
tion  of  the  functions  of  independent 
corporate  counsel  and  director.  In  the 
May  12  Report,  the  Commission  pro¬ 
posed  that,  at  least  initially,  these 
principles  could  best  be  implemented 
by  an  amendment  to  the  listing  re¬ 
quirements  of  the  New  York  Stock  Ex¬ 
change  and  the  rules  of  the  other  self- 
regulatory  organizations,  rather  than 
by  direct  Commission  action.8 

II.  Enactment  of  the  Foreign 
Corrupt  Practices  Act  of  1977 

The  Commission’s  legislative  propos¬ 
als  were  considered  by  the  94th  Con¬ 
gress,  but  Congress  adjourned  before 
taking  final  action  on  the  legislation. 
Following  adjournment  of  the  94th 
Congress,  the  Commission,  on  January 
19,  1977,  published  proposed  rules  for 
public  comment  in  language  substan¬ 
tially  identical  to  the  legislative  pro¬ 
posals  it  had  submitted  to  the  Con¬ 
gress  in  the  May  12  Report.7 

The  Commission’s  legislative  propos¬ 
als  were  given  additional  consideration 
by  the  95th  Congress.  Two  of  the  four 
proposals,  the  legislative  analogs  to 
proposed  rules  13b-l  and  13b-2,  were 
eventually  incorporated  in  the  FCPA 
in  language  virtually  identical  to  that 
proposed  by  the  Commission.  The 
FCPA  was  signed  by  the  President  on 
December  19,  1977,  and  became  effec¬ 
tive  on  that  date.8 

The  primary  impetus  for  enactment 
of  the  FCPA  arose  from  disclosures  of 
widespread  corporate  bribery.  As  the 
House  Report  concerning  the  legisla¬ 
tion  declared: 

More  than  400  corporations  have  admitted 
making  questionable  or  illegal  payments. 


testimony  of  Commissioner  Philip  A 
Loomis  on  July  17,  1975,  before  the  Subcom¬ 
mittee  on  International  Economic  Policy  of 
the  House  Committee  on  International  Re¬ 
lations  and  the  testimony  of  former  Com¬ 
mission  Chairman  Roderick  M.  Hills  before 
the  Subcommittee  on  Priorities  and  Econo¬ 
my  in  Government  on  January  14.  1976.  See 
May  12  Report,  supra,  at  pp.  7-8.  Since  the 
program  was  announced,  more  than  450 
companies  have  disclosed  information  relat¬ 
ing  to  questionable  or  illegal  activities  in  fil¬ 
ings  with  the  Commission. 

6  See  letter  from  former  Chairman  Roder¬ 
ick  M.  Hills  to  William  Batten,  Chairman, 
New  York  Stock  Exchange  (NYSE),  dated 
May  11,  1976  (May  12  Report,  Exhibit  D). 
The  NYSE  subsequently  adopted  a  require¬ 
ment  that  listed  companies  have  an  audit 
committee  which  meets  certain  specified  cri¬ 
teria  by  June  30,  1978.  Similar  rules  have 
been  considered  by  other  national  ex¬ 
changes  and  the  NASD. 

7  See  Securities  Exchange  Act  Release  No. 
13185,  supra,  (Jan.  19,  1977). 

•As  noted,  supra,  p.  3,  the  FCPA  is  con¬ 
tained  in  Title  I  of  Pub.  L.  No.  95-213. 


The  companies,  most  of  them  voluntarily, 
have  reported  paying  out  well  in  excess  of 
$300  million  in  corporate  funds  to  foreign 
government  officials,  politicans,  and  politi¬ 
cal  parties.  These  corporations  have  includ¬ 
ed  some  of  the  largest  and  most  widely  held 
public  companies  in  the  United  States;  over 
117  of  them  rank  in  the  top  Fortune  500  in¬ 
dustries.  The  abuses  disclosed  run  the 
gamut  from  bribery  of  high  foreign  officials 
in  order  to  secure  some  type  of  favorable 
action  by  a  foreign  government  to  so-called 
facilitating  payments  that  allegedly  were 
made  to  ensure  that  government  functionar¬ 
ies  discharged  certain  ministerial  or  clerical 
duties.9 

The  legislative  history  makes  clear 
that  Congress  viewed  such  question¬ 
able  or  illegal  payments  as:  (a)  unethi¬ 
cal  and  reprehensible;  (b)  inconsistent 
with  the  principles  of  &  free  market 
economy;  (c)  unnecessary  to  the  suc¬ 
cessful  conduct  of  business;  and  (d)  a 
source  of  serious  difficulties  with  re¬ 
spect  to  conduct  of  the  nation's  for¬ 
eign  policy.18  In  this  regard,  the  FCPA 
creates  a  new  Section  30A  of  the  Secu¬ 
rities  Exchange  Act,  which  makes  it 
unlawful  for  any  reporting  company, 
or  any  officer,  director,  employee,  or 
agent  of  such  company,  or  any  share¬ 
holder  acting  on  behalf  of  such  com¬ 
pany,  to  make  use  of  the  nviils  or  any 
means  or  instrumentality  of  interstate 
commerce,  corruptly,  in  furtherance 
of  an  offer,  payment,  or  gift,  of  any 
money  or  thing  of  value,  to  certain 
classes  of  persons. 11  The  new  provision 
applies  t,o  payments  made  for  the  pur¬ 
pose  of  influencing  any  act  or  decision 
of  a  foreign  official,  foreign  political 
party  or  candidate  for  foreign  political 
office  (including  a  decision  not  to  act), 
or  inducing  such  a  person  or  party  to 
use  his  or  its  influence  to  affect  any 
government  act  or  decision  in  order  to 
assist  an  issuer  in  obtaining,  retaining 
or  directing  business  to  any  person. 12 


•H.  Rept.  No.  95-640,  95th  Cong.,  1st  Sess. 
4  (1977). 

10  Id.  at  4-5;  S.  Rep.  No.  114,  95th  Cong., 
1st  Sess.  3-4  (1977). 

11  These  classes  include  an  official  of  a  for¬ 
eign  government;  a  foreign  political  party  or 
an  official  thereof;  a  candidate  for  foreign 
political  office;  or  any  other  person  where 
the  reporting  company  knows,  or  has  reason 
to  know,  that  all  or  a  portion  of  such  money 
or  thing  of  value  will  be  offered,  given  or 
promised,  directly  or  indirectly,  to  one  of 
the  foregoing  persons. 

A  “foreign  official”  is  defined  by  Section 
30A  to  mean  “any  officer  or  employee  of  a 
foreign  government  or  any  department, 
agency  or  instrumentality  thereof,  or  any 
person  acting  in  an  official  capacity  for  or 
on  behalf  of  such  government  or  depart¬ 
ment,  agency,  or  instrumentality.”  The 
term  does  not  include  employees  “whose 
duties  are  essentially  ministerial  or  cleri¬ 
cal” 

19  Violations  of  new  Section  30A  may 
result  in  the  imposition  of  a  fine  of  “not 
more  than  $1,000,000”  upon  any  issuer  con¬ 
victed  of  a  violation  and,  with  respect  to  in¬ 
dividuals,  in  the  imposition  of  a  fine  of  not 
more  than  $10,000,  or  imprisonment  for  not 
more  than  5  years,  or  both. 

Footnotes  continued  on  next  page 
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New  Section  13(b)(2)  of  the  Securi¬ 
ties  Exchange  Act  incorporates  two  of 
the  four  legislative  proposals  that  the 
Commission  made  in  the  May  12 
Report.  In  this  regard,  the  new  provi¬ 
sion  requires  every  issuer  that  has  a 
class  of  securities  registered  pursuant 
to  Section  12  of  the  Securities  Ex¬ 
change  Act,  and  every  issuer  that  is  re¬ 
quired  to  file  reports  pursuant  to  Sec¬ 
tion  15(d)  of  the  Securities  Exchange 
Act  (ie.,  “reporting  companies”): 

(1)  to  make  and  keep  books,  and  rec¬ 
ords  and  accounts  which,  in  reason¬ 
able  detail,  accurately  and  fairly  re¬ 
flect  the  transactions  and  dispositions 
of  the  assets  of  the  issuer;  and 

(2)  to  devise  and  maintain  a  system 
of  internal  accounting  controls  suffi¬ 
cient  to  provide  reasonable  assurances 
that: 

(i)  transactions  are  executed  in  ac¬ 
cordance  with  management’s  general 
or  specific  authorization; 

(ii)  transactions  are  recorded  as  nec¬ 
essary:  (a)  to  permit  preparation  of  fi¬ 
nancial  statements  in  conformity  with 
generally  accepted  accounting  princi¬ 
ples  or  other  applicable  criteria;  and 
(b)  to  maintain  accountability  for 
assets; 

(iii)  access  to  assets  is  permitted  only 
in  accordance  with  management’s  gen¬ 
eral  or  specific  authorization;  and 

(iv)  the  recorded  accountability  for 
assets  is  compared  with  existing  assets 
at  reasonable  intervals  and  appropri¬ 
ate  action  is  taken  with  respect  to  any 
differences. 

The  Senate  Report  concerning  the 
legislation  indicates  that  the  “account¬ 
ing  standards  •  •  •  [provisions]  are  in¬ 
tended  to  operate  in  tandem  with  the 
criminalization  provisions  of  the  bill  to 
deter  corporate  bribery.”  •  In  this 
regard,  the  Report  states  that  the  ac¬ 
counting  provisions  are  intended  “to 
strengthen  the  accuracy  of  the  corpo¬ 
rate  books  and  records  and  the  reli¬ 
ability  of  the  audit  process  which  con¬ 
stitute  the  foundations  of  our  system 
of  corporate  disclosure.”  14  It  also  de¬ 
clares  that  “the  affirmative  duties” 
contained  in  the  accounting  provisions 
“will  go  a  long  way  to  prevent  the  use 
of  corporate  assets  for  corrupt  pur¬ 
poses  •  •  •  [and  that]  public  confi¬ 
dence  in  securities  markets  will  be  en¬ 
hanced  by  assurance  that  corporate 
recordkeeping  is  honest.”  15 

Footnotes  continued  from  last  page 
The  FCPA  also  subjects  any  domestic 
business  concern,  other  than  one  subject  to 
the  reporting  requirements  of  the  Securities 
Exchange  Act,  and  any  officer,  director  or 
agent  of  such  a  domestic  business  concern, 
or  any  natural  person  in  control  of  such  a 
domestic  concern,  to  the  same  prohibitions 
and  penalties  that  are  applicable  to  report¬ 
ing  companies.  That  portion  of  the  FCPA  is 
administered  and  enforced,  however,  by  the 
Department  of  Justice  rather  than  the 
Commission. 

13  S.  Rept.  No.  114,  supra,  at  7. 

14  Id. 

"Id.  The  Report  of  the  Conference  Com¬ 
mittee  concerning  the  FCPA  makes  clear 


As  noted  above,  the  May  12  Report 
also  proposed  that  Congress  prohibit 
the  falsification  of  corporate  books, 
records  and  accounts  and  the  making 
of  false,  misleading  or  incomplete 
statements  to  an  accountant  in  con¬ 
nection  with  any  examination  or 
audit.  The  Senate  bill  contained  such 
provisions,  but  limited  the  applicabil¬ 
ity  of  the  provisions  to  violative  con¬ 
duct  that  was  performed  “knowing¬ 
ly.”  16  The  House  bill  “contained  no 
comparable  provisions  because  the 
SEC  had  already  published  for  com¬ 
ment  [the  instant]  rules  designed  to 
accomplish  similar  objectives  under  its 
existing  authority.”  17 
In  the  Conference  Committee,  the 
Senate  receded  to  the  House. 18  Al¬ 
though  the  conferees  agreed  that  the 
two  proposals  “were  supportive  of  the 
basic  accounting  section”  enacted  into 
law  as  part  of  the  FCPA, w  they  deter¬ 
mined  to  delete  the  provisions  from 
the  proposed  legislation  because  use  of 
the  word  “knowingly”  in  the  Senate 
bill  had  become  “involved  in  an  issue 
never  intended  to  be  raised  or  resolved 
by  the  Senate  bill— namely  whether  or 
not  the  inclusion  or  deletion  of  the 
word  ‘knowingly’  would  or  would  not 
affirm,  expand,  or  overrule  the  deci¬ 
sion  of  the  Supreme  Court  in  Ernst  & 
Ernst  v.  Hochf elder  (425  U.S.  185).”  20 
In  deleting  the  provisions,  the  confer¬ 
ees  stated  that  they  had  decided  not 
to  “debate  •  •  •  the  important  issues 
raised  by  the  Hochfelder  decision”  and 
that  “no  inference  should  be  drawn 
[on  the  basis  of  the  deletions]  with  re¬ 
spect  to  any  rulemaking  authority  the 
SEC  may  or  may  not  have  under  the 
securities  laws.”  21 


that  the  requirement  that  corporate  books 
and  records  be  “accurate”  is  intended  “to 
prevent  off-the-books  slush  funds  and  pay¬ 
ments  of  bribes”  without  regard  to  whether 
such  funds  or  payments  are  material  in 
amount.  H.  Rept.  No.  95-831,  95th  Cong.,  1st 
Sess.  10  (1977). 

14S.  Rept.  No.  114,  supra,  at  9.  In  this 
regard,  the  Senate  Report  declared  that  the 
latter  proposal  “is  designed  to  encourage 
careful  communications  between  auditors 
and  persons  from  whom  the  auditors  seek 
information  in  the  audit  process.  The  Com¬ 
mittee  is  of  the  view  that  a  proscription  on 
knowing  false  statements  to  auditors  will 
enhance  the  integrity  of  the  audit  process” 
( Id. ). 

"See  H.  Rept.  No.  95-831,  supra,  at  10. 

"Id. 

"Id. 

20  Id,  at  10-11.  In  Hochfelder,  the  Supreme 
Court,  held  that  a  plaintiff  in  an  implied  pri¬ 
vate  action  for  damages  under  Section  10(b) 
of  the  Securities  Exchange  Act,  15  U.S.C. 
78j(b),  and  Rule  10b-5  promulgated  there¬ 
under,  17  CFR  240. 10b-5.  must  allege  and 
prove  that  the  defendant  acted  with 
scienter,  i.e.,  "a  mental  state  embracing 
intent  to  deceive,  manipulate  or  defraud” 
(see  425  U.S.  at  193-194,  n.  12).  The  Court 
specifically  left  open  “the  question  whether 
scienter  is  a  necessary  element  in  an  action 
for  injuctive  relief  under  Section  10(b)  and 
Rule  10b-5”  (Id,). 

81 H.  Rept.  No.  95-831,  supra,  at  11. 


IV.  Basis  for  Adoption  of  Regulation 
13B-2 

Section  23(a)  of  the  Securities  Ex¬ 
change  Act  provides,  in  pertinent  part, 
that  the  Commission  shall  “have 
power  to  make  such  rules  and  regula¬ 
tions  as  may  be  necessary  or  appropri¬ 
ate  to  implement  the  provisions 
of  •  •  •”  the  Act.  In  this  regard,  the 
enactment  of  new  Section  13(b)(2)  pro¬ 
vides  a  basis  for  promulgation  of  the 
new  rules  in  addition  to  the  various 
provisions  cited  in  the  release  request¬ 
ing  comments  concerning  the  rule  pro¬ 
posals.22 

It  bears  emphasis  that  the  account¬ 
ing  provisions  of  the  FCPA  are  not  ex¬ 
clusively  concerned  with  the  prepara¬ 
tion  of  financial  statements.  An  equal¬ 
ly  important  objective  of  the  new  law, 
as  well  as  pre-existing  provisions  of 
the  federal  securities  laws  cited  in  Se¬ 
curities  Exchange  Act  Release  No. 
13185,  supra,  is  the  goal  of  corporate 
accountability. 

In  this  context,  new  section 
13(b)(2)(A)  embodies  certain  require¬ 
ments  of  integrity  in  corporate  record¬ 
keeping.  Thus,  it  requires  issuers  “to 
make  and  keep  books,  records,  ac¬ 
counts,  which,  in  reasonable  detail,  ac¬ 
curately  and  fairly  reflect  the  transac¬ 
tions  and  dispositions  of  the  assets  of 
the  issuer.”  This  provision  is  designed, 
not  only  to  provide  a  more  reliable 
basis  for  the  preparation  of  financial 
statements,  but  also,  among  other 
things,  for  the  purpose  of  confirming 
the  Commission’s  authority  “effective¬ 
ly  to  prevent  off-the-books  slush 
funds”23  and  to  assure  that  “there  is 
proper  accounting  of  the  use  of  corpo¬ 
rate  funds  •  •  *.”24 

In  addition,  new  Section  13(b)(2)(B) 
requires  issuers  to  “devise  and  main¬ 
tain  a  system  of  internal  accounting 
controls  sufficient  to  provide  reason¬ 
able  assurances  that  •  •  •”  certain 
statutory  objectives  are  met.  These  ob¬ 
jectives  include  not  only  the  recording 
of  transactions  “as  necessary  •  •  •  to 
permit  preparation  of  financial  state¬ 
ments  in  accordance  with  generally  ac¬ 
cepted  accounting  principles  •  •  •”  or 
other  applicable  criteria,  but  also  the 
recording  of  such  transactions  “as 
necessary  •  •  •  to  maintain  account¬ 
ability  for  assets.”  In  addition,  these 
objectives  expressly  include  the  goals 
of  providing  reasonable  assurances 
that  access  to  corporate  assets  is  per¬ 
mitted,  and  that  corporate  assets 
transactions  are  executed,  “in  accord¬ 
ance  with  management’s  general  or 
specific  authorization.” 

Accordingly,  new  Section  13(b)(2)  es¬ 
tablishes  requirements  concerning  the 
internal  activities  of  reporting  compa- 

22  See  Securities  Exchange  Act  Release  No. 
34-13185,  supra. 

23 See  H.R.  Rep.  No.  95-831,  supra,  at  10. 

24  (Emphasis  added).  See  May  12  Report  at 
a. 
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nies  that  are  supportive  of  the  disclo¬ 
sure  system  mandated  by  the  Securi¬ 
ties  Exchange  Act,  but  should  not  be 
analyzed  solely  from  that  point  of 
view.  The  new  requirements  may  pro¬ 
vide  an  independent  basis  for  enforce¬ 
ment  action  by  the  Commission, 
whether  or  not  violation  of  the  provi¬ 
sions  may  lead,  in  a  particular  case,  to 
the  dissemination  of  materially  false 
or  misleading  information  to  inves¬ 
tors." 

As  is  set  forth  in  more  detail  below, 
the  rules  promulgated  today  are  in¬ 
tended  to  discourage  the  kind  of 
abuses  that  led  to  enactment  of  the 
FCPA,  and  to  promote  compliance 
with  new  Section  13(b)(2)  of  the  Secu¬ 
rities  Exchange  Act.  Accordingly,  the 
Commission  has  determined  that  the 
rules  are  “necessary  or  appropriate,” 
within  the  meaning  of  the  Commis¬ 
sion’s  general  rulemaking  authority,  to 
implement  new  Section  13(b)(2). 

Although  the  rules  adopted  today 
will  be  codified  with  rules  promulgat¬ 
ed  under  Section  13  of  the  Securities 
Exchange  Act,  the  Commission  is  not 
relying  exclusively  on  Section  13  as  a 
foundation  for  the  rules.  As  the  Com¬ 
mission  noted,  in  publishing  the  in¬ 
stant  rule  proposals  for  public  com¬ 
ment:. 

the  close  relationship  between  the  [disclo¬ 
sure]  objectives  which  Congress,  in  1934. 
sought  to  accomplish  by  enactment  of  the 
Securities  Exchange  Act  and  the  substance 
of  its  legislative  proposals  places  those  pro¬ 
posals  within  the  reach  of  the  Commission’s 
general  rulemaking  authority  under  Section 
23(a)  of  the  Securities  Exchange  Act." 

In  this  context,  the  rules  adopted 
today  are  also  based,  in  part,  upon  a 
number  of  disclosure-related  provi¬ 
sions,  including:  (a)  Sections  13(a), 
13(bXl)  and  15(d)  of  the  Act,  which 
set  forth  certain  periodic  reporting  re¬ 
quirements:  (b)  Section  10(b),  which 
prohibits  fraud;  (c)  Section  14(a), 
which  governs  proxy  solicitations:  (d) 
Section  20(b),  which  prohibits  unlaw¬ 
ful  conduct  performed  by  any  person 
“through  or  by  means  of  any  other 
person”;  and  (e)  Section  20(c),  which 
prohibits  any  director  or  officer  of,  or 
any  owner  of  securities  issued  by,  any 
issuer  required  to  file  any  document, 
report  or  information  under  •  •  *  “the 
Securities  Exchange  Act  without  just 
cause  to  hinder,  delay  or  obstruct  the 
making  or  filing  of  any  such  docu- 


“For  example,  although  new  Section 
13(bX2)  imposes  requirements  upon  issuers 
that  are  designed,  in  part,  to  promote  the 
reliability  and  completeness  of  financial  in¬ 
formation  and  to  protect  the  integrity  of 
the  independent  audit  of  an  issuer’s  finan¬ 
cial  statements,  these  new  statutory  require¬ 
ments  are  qualified  by  the  terms  "in  reason¬ 
able  detail”  and  “reasonable  assurances,’’  as 
distinguished  from  the  concept  of  material¬ 
ity. 

"See  Securities  Exchange  Act  Release  No. 
34-13185,  supra. 


ment,  report  or  information  *  • 
these  provisions  are  sometimes  re¬ 
ferred  to  collectively  in  the  remainder 
of  this  release  as  “the  disclosure  provi¬ 
sions”  in  order  to  distinguish  them 
from  new  Section  13(bX2)  of  the  Secu¬ 
rities  Exchange  Act.27 

The  Commission  has  determined,  on 
the  basis  of  the  findings  set  forth  in 
the  May  12  Report  and  its  experience 
in  various  enforcement  actions  involv¬ 
ing  questionable  or  illegal  payments," 
the  legislative  history  of  the  FCPAM 
and  careful  consideration  of  the  com¬ 
ments  received  concerning  the  rule 
proposals,  that  false  corporate  books 
and  records  and  the  making  of  false, 
misleading  and  incomplete  statements 
to  auditors  often  lead  to  a  variety  of 
activities  that  the  Commission  is  au¬ 
thorized  to  curtail  through  exercise  of 
its  rulemaking  authority  to  implement 
the  “disclosure  provisions.”  These  ac¬ 
tivities  include,  but  are  not  limited  to: 

(1)  the  utilization  of  deceptive  de¬ 
vices,  such  as  materially  false  state¬ 
ments  or  material  omissions,  in  con¬ 
nection  with  the  purchase  or  sale  of 
securities  in  interstate  commerce; 

(2)  the  filing  of  inaccurate  and  in¬ 
complete  periodic  reports  with  the 
Commission  and  the  dissemination  of 
such  reports  to  investors; 

(3)  the  solicitation  of  proxies  in  con¬ 
travention  of  the  proxy  rules,  includ¬ 
ing  Rule  14a-9,  17  CFR  240.14a-9;  and 

(4)  the  hindrance,  delay,  and  ob¬ 
struction  of  the  making  and  filing  of 
required  documents,  reports  and  infor¬ 
mation. 

Accordingly,  the  Commission  has  de¬ 
termined  that  the  rules  adopted  today 
are  “necessary  or  appropriate,”  within 
the  meaning  of  Section  23(a)  of  the 
Securities  Exchange  Act,  to  implement 
the  foregoing  "disclosure  provisions” 
and  that  such  rules  are  “necessary  or 
appropriate”  in  the  public  interest,  for 
the  protection  of  investors  and  to 
insure  fair  dealing  in  securities. 

A.  Adoption  of  Rule  13b2-l  (Proposed 
Rule  13b-3) 

Proposed  Rule  13b-3  would  have 
prohibited  any  person  from  falsifying 
corporate  books  and  records  main¬ 
tained  pursuant  to  proposed  Rule  13b- 
1.  As  adopted,  Rule  13b2-l  has  been 


17  In  this  context,  of  course.  Sections  20(b) 
and  20(c)  are  “disclosure  provisions”  only 
insofar  as  they  may  be  applicable  in  tandem 
with  one  or  more  of  the  other  provisions 
noted  above. 

"See  e.g.,  the  May  12  Report,  Exhibit  B; 
Securities  and  Exchange  Commission  v. 
Aminex  Resources  Corp.,  et  aL  (D.D.C.,  Civil 
Action  No.  78-0410)  Securities  and  Ex¬ 
change  Commission  v.  Page  Airways,  Inc. 
(D.D.C..  Civil  Action  No.  78-0656)  Securities 
and  Exchange  Commission  v.  Katy  Indus¬ 
tries  (N.D.  Ill.,  No.  C  78-3476). 

"S’ee  S.  Rept.  No.  114,'  supra;  H.R.  Rep. 
No.  95-640,  supra;  and  H.  Rept.  No.  95-831, 
supra. 


modified  to  reflect  the  enactment  of 
new  Section  13(bX2XA)  of  the  Securi¬ 
ties  Exchange  Act,  the  Commission’s 
concomitant  decision  not  to  adopt  pro¬ 
posed  rule  13b-l  and  certain  technical 
or  clarifying  changes  in  the  language 
of  the  rule.  Thus,  the  new  rule  pro¬ 
vides  that  “no  person  shall,  directly  or 
indirectly,  falsify  or  cause  to  be  falsi¬ 
fied,  any  book,  record  or  account  sub¬ 
ject  to  Section  13(bX2XA)  of  the  Secu¬ 
rities  Exchange  Act.” 

The  Commission  has  determined 
that  Rule  13b2-l,  while  not  directed 
solely  to  the  problem  of  questionable 
or  illegal  corporate  payments  and 
practices,  should  serve  to  discourage  a 
repetition  of  the  serious  abuses  the 
Commission  has  uncovered.  The  Com¬ 
mission’s  experience,  as  set  forth  in 
the  May  12  Report  and  subsequent  en¬ 
forcement  actions,30  demonstrates  that 
questionable  or  illegal  payments  are 
rarely  reflected  correctly  in  corporate 
books  and  records  and  that  the  need 
to  suppress  information  concerning 
such  payments  has  frequently  entailed 
the  falsification  of  corporate  books, 
records  or  accounts. 

New  Section  13(b)(2)(A)  of  the  Secu¬ 
rities  Exchange  Act  requires  that  cor¬ 
porate  books  and  records  “accurately 
and  fairly  reflect  the  transactions  and 
dispositions  of  the  assets  of  the 
issuer.”  This  provision  is  intended, 
among  other  things,  to  preclude  the 
maintenance  of  off-the-books  slush 
funds  and  to  insure  that  corporate 
transactions  and  dispositions  are  prop¬ 
erly  recorded.  It  bears  emphasis,  in 
this  context,  that  the  new  require¬ 
ment  is  qualified  by  the  phrase  “in 
reasonable  detail”  rather  than  by  the 
concept  of  “materiality.” 

In  the  Commission’s  judgment,  new 
Rule  13b2-l  should  promote  compli¬ 
ance  with  the  statutory  requirement 
that  issuers  have  accurate  books  and 
records  by  discouraging  person  from 
falsifying  any  corporate  book,  record, 
or  account  subject  to  new  Section 
13(bX2XA)  and  by  making  individuals 
directly  liable  for  such  conduct.  Ac¬ 
cordingly,  the  Rule  is  “necessary  or 
appropriate,”  within  the  meaning  of 
the  Commission’s  general  rulemaking 
authority,  to  implement  new  Section 
13(bX2)  of  the  Securities  Act. 

In  addition,  the  maintenance  of  ac¬ 
curate  books  and  records  by  reporting 
companies  is  one  of  the  foundations  of 
the  system  of  corporate  disclosure  em¬ 
bodied  in  the  Securities  Exchange  Act. 
In  this  regard,  the  disclosure  require¬ 
ments  of  the  Securities  Exchange  Act 
are  based  on  the  premise  that  “No 
investor  •  •  •  can  safely  buy  or  sell 
securities  •  •  •  without  having  an  in¬ 
telligent  basis  for  forming  his  judg¬ 
ment  as  to  the  value  of  the  securities 
he  buys  or  sells.”31 


30 See,  e.g.,  n.  28,  supra. 

31 H.  Rept.  No.  1383  73rd  Coog.,  2nd  Sess. 
11  (1934);  see  S.  Rept.  No.  1455,  73rd  Cong., 
2nd  Sess.  68  (1934). 
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As  the  Commission  has  previously 
indicated,  “The  maintenance  of  accu¬ 
rate  books  and  records  by  publicly- 
held  companies  is  a  necessary  con¬ 
comitant  of  the  existing  requirement 
for  full,  fair  and  accurate  periodic  re¬ 
ports.”  33  In  addition,  as  the  May  12 
Report  reflects,  the  Commission’s  ex¬ 
perience  is  that  the  falsification  of 
corporate  books  and  records  has  often 
been  associated  with  the  making  of 
questionable  and  illegal  payments. 33  In 
certain  cases,  concealed  corporate  pay¬ 
ments  and  off-the-books  slush  funds 
were  the  result  of  actions  by  particu¬ 
lar  individuals,  who  acted  with  or 
without  the  knowledge  of  corporate 
management,  to  cause  such  transac¬ 
tions  to  be  improperly  recorded.34 
Given  the  importance  of  adequate  in¬ 
formation  to  “the  maintenance  of  fair 
and  honest  [securities]  markets,” 33 
the  sensitivity  of  securities  prices  to 
the  availability  of  material  informa¬ 
tion,  and  the  close  nexus  between  the 
maintenance  of  accurate  books  and 
records  and  the  ability  of  reporting 
companies  to  disclose  such  informa¬ 
tion,  the  Commission  has  determined 
that  the  new  rule  is  “necessary  or  ap¬ 
propriate”  to  implement  “the  disclo¬ 
sure  provisions,”  and  that,  in  this  con¬ 
text,  the  rule  is  also  “necessary  or  ap¬ 
propriate”  in  the  public  interest,  for 
the  protection  of  investors  and  to 
insure  fair  dealing  in  securities. 

The  Commission  received  comments 
from  approximately  70  persons  with 
respect  to  proposed  Rule  13b-3,  most 
of  which  expressed  opposition  to  as¬ 
pects  of  the  rule.  Many  comments  ad¬ 
vocated  changes  that  would:  (a)  limit 
application  of  the  rule  to  “material” 
falsifications  of  corporate  books,  rec¬ 
ords  and  accounts;  (b)  require  a  show¬ 
ing  of  “scienter”  before  a  person  could 
be  held  liable  for  violations  of  the 
rule;  and  (c)  limit  application  of  the 
rule  to  persons  having  certain  affili¬ 
ations  with  an  issuer,  rather  than 
“any  person.” 

The  advocates  of  a  “materiality” 
standard  expressed  concern  that  false 
entries  of  insignificant  or  nominal 
amounts  would  give  rise  to  a  violation 
of  the  rule.  In  addition,  some  com¬ 
ments  asserted  that,  in  view  of  the 
large  number  of  books,  records  and  ac¬ 
counts  kept  by  some  corporations,  par¬ 
ticularly  large  corporations,  applica¬ 
tion  of  the  rule  to  any  falsification  of 
such  books,  records  and  accounts 
would  make  compliance  impossible. 

The  Commission  has  considered 
these  concerns  and  determined  that  it 
would  not  be  desirable  to  modify  the 
rule  as  suggested.  New  Rule  13b2-l  is, 
as  noted  above,  applicable  to  “any 


nSee  Securities  Exchange  Act  Release  No. 
14478  (Feb.  16. 1978). 

"May  12  Report  at  a. 

34  Id. 

M  See  Section  2  of  the  Securities  Exchange 
Act.  15  U.S.C.  78b. 


book,  record  or  account  subject  to  sec¬ 
tion  13(b)(2)(A)  of  the  Securities  Ex¬ 
change  Act.”  That  provision  was  quali¬ 
fied  by  the  Conference  Committee, 
prior  to  enactment  of  the  FCPA,  to 
make  clear  that  issuers  are  required  to 
“make  and  keep  books,  records  and  ac¬ 
counts,  which,  in  reasonable  detail,  ac¬ 
curately  and  fairly  reflect  the  transac¬ 
tions  and  dispositions  of  the  assets  of 
the  issuer  •  •  36  The  Report  of  the 

Conference  Committee  indicates  the 
change  was  made  because  the  provi¬ 
sion,  “if  unqualified,  might  connote  a 
degree  of  exactitude  and  precision 
which  is  unrealistic.”  37  It  adds,  “The 
amendment  makes  clear  that  the  issu¬ 
er’s  records  should  reflect  transactions 
in  conformity  with  accepted  methods 
of  recording  economic  events  and  ef¬ 
fectively  prevent  off-the-books  slush 
funds  and  payments  of  bribes.”  *• 

The  Commission  believes  the  pres¬ 
ence  of  the  words  “in  reasonable 
detail”  in  Section  13(b)(2)(A)  should 
alleviate  much  of  the  concern  ex¬ 
pressed  in  comments  concerning  pro¬ 
posed  rule  13b-3.  In  addition,  it  bears 
emphasis  that  compliance  with  new 
Section  13(b)(2)(B)  of  the  Securities 
Exchange  Act,  concerning  systems  of 
internal  accounting  control,  and  in¬ 
creased  use  of  audit  committees  com¬ 
posed  of  persons  unaffiliated  with  the 
corporation  or  its  management  should 
facilitate  compliance  with  new.  Rule 
13b2-l.  A  further  consideration  is  the 
the  Commission’s  concern  that  a  limi¬ 
tation  concerning  “material”  falsity 
would  unduly  narrow  the  scope  of  the 
rule  and  result  in  an  unwarranted  dim¬ 
inution  of  investor  protection.  Under 
these  circumstances,  the  Commission 
has  determined  that  it  would  be  inap¬ 
propriate  to  limit  application  of  the 
Rule  in  the  manner  suggested. 

Many  comments  expressed  the  view 
that  a  showing  of  “scienter”  ought  to 
be  required  in  order  to  establish  viola¬ 
tions  of  the  Rule.  These  comments 
were  premised  on  the  views  that  some 
false  entries  in  corporate  books,  rec¬ 
ords  and  accounts  result  from  inadver¬ 
tent  errors  or  oversights,  and  that  a 
number  of  such  entires  are  inevitable, 
particularly  in  view  of  the  volume  of 
transactions  that  must  be  recorded  on 
a  daily  basis  by  large  public  compa¬ 
nies.  Some  comments  added  that  it 
would  be  unfair  to  impose  liability 
upon  persons  who  acted  in  good  faith 
and  made  inadvertent  or  unintentional 
mistakes. 

After  careful  consideration  of  the 
comments,  the  Commission  has  deter¬ 
mined  that  a  “scienter”  requirement 
should  not  be  included  in  the  Rule. 
The  inclusion  of  such  a  requirement 
would  be  inconsistent  with  the  lan- 


**H.  Rept.  No.  93-831,  supra  at  10  (empha¬ 
sis  added). 

37 Id. 

3*  Id. 


guage  of  new  section  13(b)(2)(A), 
which  contains  no  words  indicating 
that  the  Congress  intended  to  impose 
a  “scienter”  requirement.  It  would  be 
anomalous,  under  these  circumstances, 
to  include  a  “scienter"  requirement  in 
the  new  Rule. 

Moreover,  the  Commission  believes 
that  the  concern  expressed  with  re¬ 
spect  to  inadvertent  and  inconsequen¬ 
tial  errors  is  unwarranted.  The  statute 
does  not  require  perfection  but  only 
that  books,  records  and  accounts  "in 
reasonable  detail,  accurately  and 
fairly  reflect  the  transactions  and  dis¬ 
positions  of  the  assets  of  the  issuer” 
(emphasis  added).  In  addition,  the  leg¬ 
islative  history  reflects  that  “stand¬ 
ards  or  reasonableness”  are  to  be  used 
in  applying  this  provision.39 

Although  Section  13  of  the  Securi¬ 
ties  Exchange  Act  authorizes  the  Com¬ 
mission  to  impose  certain  require¬ 
ments  upon  issuers.  Rule  13b2-l  pro¬ 
vides  that  “no  person”  shall  violate 
the  terms  of  the  Rule.  The  Rule,  as 
proposed,  contained  substantially  simi¬ 
lar  language  applicable  to  “any 
person.”  In  this  regard,  a  number  of 
commentators  suggested  that  the  rule 
should  be  applicable  only  to  certain 
persons  affiliated  with  an  issuer 
rather  than  to  “any  person.” 

The  Commission  has  considered 
these  comments,  but  has  determined 
to  promulgate  the  rule  in  a  form  sub¬ 
stantially  the  same  as  that  proposed. 
The- effect  of  falsifications  of  books, 
records  or  accounts,  in  making  reports 
required  under  Section  13  misleading 
or  incomplete,  is  not  necessarily  con¬ 
tingent  on  the  identity  of  the  wrong¬ 
doer  or  on  whether  he  acts  with  the 
knowledge  or  acquiescence  of  manage¬ 
ment.  Moreover,  while  normally  only 
officers  and  employees  of  the  issuer 
are  in  a  position  to  falsify  corporate 
records,  it  is  not  feasible  to  identify  in 
the  Rule  all  categories  of  persons  who 
might  violate  it.  Consequently,  the 
Commission  believes  that  the  rule 
should  apply  to  any  person  who,  in 
fact,  does  cause  corporate  books  and 
records  to  be  falsified. 

Accordingly,  because  the  falsifica¬ 
tion  of  accounting  records,  especially 
if  falsified  in  order  to  conceal  ques¬ 
tionable  corporate  practices,  may  lead, 
among  other  things,  to  the  conceal¬ 
ment  of  material  information  that 
should  be  disclosed  in  periodic  reports 
or  to  purchasers  and  sellers  of  the  is- 
surer’s  securities  and  to  the  omission 
of  such  information  from  proxy  solici¬ 
tations,  and  may  also  hinder  the  prep¬ 
aration  of  required  reports,  the  Com¬ 
mission  believes  that  the  extension  of 
Rule  13b2-l  to  any  person  who  vio¬ 
lates  the  prohibition  is  “necessary  or 
appropriate”  to  implement  the  “disclo¬ 
sure  provisions”  set  forth  as  a  basis  for 
promulgation  of  the  rule.40 


39  S.  Rept.  95-114,  supra,  at  8. 

"In  this  regard.  Section  10(b)  of  the  Act 
authorizes  the  Commission  to  prohibit  man- 
Footnotes  continued  on  next  page 
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B.  Adoption  of  Rule  13b2-2  (Proposed 
Rule  13b-4) 

Rule  13b2-2  prohibits  any  officer  41 
or  director  of  an  issuer,  directly  or  in¬ 
directly.  from  making  any  materially 
false  or  misleading  statement,  or  omit¬ 
ting  to  state  any  material  fact  neces¬ 
sary  to  make  statements  made  not 
misleading,  to  an  accountant  in  con¬ 
nection  with  an  audit  of  the  financial 
statements  of  the  issuer  or  the  filing 
of  required  reports.  The  Rule  is  simi¬ 
lar  to  proposed  rule  13b-4.  although 
certain  technical  or  clarifying  changes 
have  been  made  and  the  Rule  has 
been  narrowed  by  the  deletion  of  “se¬ 
curity  holders”  from  the  class  of  per¬ 
sons  subject  to  the  Rule.42 

Based  on  its  review  of  cases  involv¬ 
ing  questionable  or  illegal  corporate 
payments,  the  Commission’s  May  12 
Report  concluded: 

The  almost  universal  characteristic  of  the 
cases  •  •  •  has  been  the  apparent  frustration 
of  our  system  of  corporate  accountability 
which  has  been  designed  to  assure  that 
there  is  proper  accounting  for  the  use  of 
corporate  funds  and  that  documents  filed 
with  the  Commission  and  circulated  to 
shareholders  do  not  omit  or  misrepresent 
material  facts.45 

In  this  context  the  new  Rule  is  pri¬ 
marily  intended  to  help  restore  the  ef¬ 
ficacy  of  the  system  of  corporate  ac¬ 
countability  and  to  encourage  boards 
of  directors  to  exercise  their  authority 
to  deal  with  the  problem.44 

The  Commission  intends  that  the 
new  rule  encompass  the  audit  of  finan¬ 
cial  statements  by  independent  ac- 


Footnotes  continued  from  last  page 
ipulative  or  deceptive  devices— regardless  of 
by  whom  employed— in  connection  with  the 
purchase  or  sale  of  securities.  Section  14(a) 
of  the  Act,  as  implemented  by  Rule  14a-9, 
17  CFR  240.14a-9,  prohibits  “any  person” 
from  soliciting  proxies  by  means  of  proxy 
materials  that  contain  false  or  misleading 
statements.  In  addition.  Section  20(c)  of  the 
Act  prohibits  “any  director  or  officer  of,  or 
any  owner  of  any  securities  issued  by,  any 
issuer  required  to  file  any  document,  report 
or  other  information”  from  hindering,  de¬ 
laying  or  obstructing  the  making  or  filing  of 
such  document,  report  or  information. 

41  Securities  Exchange  Act  Rule  3b-3,  17 
CFR  240.3b-3,  defines  the  term  “officer”  to 
mean  “a  president,  vice-president,  treasurer, 
comptroller,  and  any  other  person  who  per¬ 
forms  for  an  issuer,  whether  incorporated  or 
unincorporated,  functions  corresponding  to 
those  performed  by  the  foregoing  officers.” 

4,It  bears  emphasis,  however,  that  con¬ 
trolling  persons  of  an  issuer  may  be  liable 
for  violations  of  the  new  Rule  by  virtue  of 
Section  20(a)  of  the  Securities  Exchange 
Act.  In  addition,  insofar,  as  any  director  or 
officer  of,  or  any  owner  of  securities  issued 
by,  any  issuer,  engages  in  conduct  prohibit¬ 
ed  by  the  new  Rule  in  order  to  hinder,  delay 
or  obstruct  the  making  or  filing  of  any  re¬ 
quired  report,  document  or  information, 
such  persons  may  be  liable  by  virtue  of  Sec¬ 
tion  20(c)  of  the  Act. 

"May  12  Report  at  a. 

"See  May  12  Report  at  b. 
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countants,  the  preparation  of  any  re¬ 
quired  reports,  whether  by  independ¬ 
ent  or  internal  accountants,  the  prepa¬ 
ration  of  special  reports  to  be  filed 
with  the  Commission,  as,  for  example, 
those  filed  pursuant  to  judicial  orders 
incident  to  Commission  enforcement 
proceedings,  and  any  other  work  per¬ 
formed  by  an  accountant  that  culmi¬ 
nates  in  the  filing  of  a  document  with 
the  Commission. 

As  noted  above,  new  Rule  13b2-2  is 
being  promulgated,  in  part,  pursuant 
to  Section  13(b)(2)  of  the  Securities 
Exchange  Act.  In  this  regard,  the 
Commission  has  determined  that  the 
adoption  of  the  Rule  will  promote 
compliance  with  the  requirement  of 
new  Section  13(b)(2)(B)  that  issuers 
devise  and  maintain  a  system  of  inter¬ 
nal  accounting  controls  sufficient  to 
achieve  certain  statutory  objectives  by 
assisting  auditors  in  evaluating  an  is¬ 
suer’s  system  of  internal  accounting 
controls  in  connection  with  an  exami¬ 
nation  or  audit  of  the  issuer’s  financial 
statements  or  the  preparation  or  filing 
of  any  document  or  report  with  the 
Commission.  Although  the  auditor’s 
evaluation  of  the  system  of  internal 
accounting  control  is  traditionally  con¬ 
ducted  principally  for  the  purpose  of 
assisting  the  auditor  in  determining 
the  scope  and  nature  of  his  examina¬ 
tion,  such  evaluations  also  frequently 
result  in  weaknesses  in  internal  ac¬ 
counting  controls  being  brought  to  the 
attention  of  the  issuer  by  the  auditor. 
The  authoritative  auditing  literature 
(Statement  on  Auditing  Standards  No. 
20)  requires  that  defined  “material 
weaknesses”  which  came  to  the  atten¬ 
tion  of  the  auditor  be  communicated 
to  the  issuer. 

Similarly,  new  Section  13(b)(2)(A) 
requires  reporting  companies  to  “make 
and  keep  books,  records,  and  accounts 
which  in  reasonable  detail,  accurately 
and  fairly  reflect  the  transactions  and 
disposition  of  the  assets  of  the  issuer.” 
The  Commission  believes  that  the 
adoption  of  new  Rule  13b2-2  will  act 
as  a  deterrent  to  the  falsification  of 
corporate  books,  records  and  accounts 
and  to  the  making  of  false,  misleading 
or  incomplete  statements  to  an  ac¬ 
countant  or  auditor  that  might  con¬ 
ceal  the  falsification  of  such  books 
and  records.  Accordingly,  the  Commis¬ 
sion  has  determined  that  adoption  of 
Rule  13b2-2  is  “necessary  or  appropri¬ 
ate,”  within  the  meaning  of  Section 
23(a),  to  implement  the  provisions  of 
new  Section  13(b)(2). 

The  prohibition  against  making 
false,  misleading  or  incomplete  state¬ 
ments  to  accountants,  in  connection 
with  an  audit,  or  the  filing  of  required 
reports,  is  also  being  promulgated  as 
“necessary  or  appropriate”  to  imple¬ 
ment  the  various  “disclosure  provi¬ 
sions,”  discussed  above  in  connection 
with  Rule  13b2-l,  and  as  “necessary  or 
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appropriate”  in  the  public  interest,  for 
the  protection  of  investors  and  to 
insure  fair  dealing  in  securities.  In  this 
regard,  the  accountant’s  examination 
or  audit  of  the  financial  statements  of 
the  issuer  is  a  crucial  element  in  safe¬ 
guarding  the  reliability  of  the  infor¬ 
mation  that  is  disclosed  to  the  public 
pursuant  to  the  disclosure  require¬ 
ments  of  the  Securities  Exchange  Act. 
The  integrity  of  the  financial  disclo¬ 
sure  system  is  diminished  when  issuers 
impede  accountants  or  auditors  in  the 
discharge  of  their  responsibilities  by 
providing  them  with  false,  misleading 
or  incomplete  information. 

In  this  context,  the  Commission  be¬ 
lieves  that  new  Rule  13b2-2  will  en¬ 
courage  careful  and  accurate  commu¬ 
nications  between  auditors  and  issuers 
from  whom  they  request  information 
during  the  audit  process,  deter  the 
making  of  false,  misleading  or  incom¬ 
plete  statements  to  accountants,  and 
thereby  enhance  the  integrity  of  fi¬ 
nancial  disclosure  system. 

The  Commission  received  comments 
from  approximately  80  persons  with 
respect  to  proposed  Rule  13b-4,  most 
of  which  questioned  certain  aspects  of 
the  proposal.  The  majority  of  these 
comments  expressed  concern  that  the 
proposed  rule  would:  (a)  require  no 
showing  of  scienter  in  order  to  estab¬ 
lish  a  violation  based  upon  the  making 
of  false,  misleading  or  incomplete 
statements  to  an  accountant  in  the 
course  of  an  examination  or  audit;  (b) 
impose  liability  for  oral,  as  well  as 
written,  statements  made  to  an  ac¬ 
countant;  and  (c)  make  minority 
shareholders  of  an  issuer  liable  for  vio¬ 
lations  of  the  rule.  In  addition,  many 
of  the  comments  asserted  that  imposi¬ 
tion  of  liability  for  misstatements  or 
omissions,  in  the  absence  of  a  scienter 
requirement,  would  be  counterproduc¬ 
tive  and  impede  communications  be¬ 
tween  auditors  and  those  from  whom 
they  seek  information  in  the  course  of 
an  audit.  In  fact,  a  number  of  com¬ 
ments  suggested  that  some  persons 
would  refuse  to  communicate  with  an 
auditor  rather  than  expose  themselves 
to  potential  liability. 

The  Commission  disagrees  with  the 
assertion  that  a  scienter  requirement 
should  be  added  to  the  Rule  for  the 
reasons  set  forth  above  at  pp.  24-25 
with  respect  to  Rule  13b2-l.4S  In  addi¬ 
tion,  the  Commission  believes  its  expe¬ 
rience  concerning  questionable  and  il¬ 
legal  payments  is  more  persuasive  as 
to  the  need  for  such  a  rule  than  the 
opinions  expressed  by  some  commen¬ 
tators  to  the  effect  that  the  rule  will 
impede  communications  between  audi¬ 
tors  and  those  from  whom  they  seek 
information.  Under  these  circum¬ 
stances,  the  Commission  has  decided 
that  the  advantages  of  the  new  Rule 
outweigh  the  potential  disadvantages 
suggested  by  certain  commentators. 


“See  pp.  24-25,  supra. 
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Some  of  the  comments  suggested 
that  the  proposed  rule  should  be  ap¬ 
plicable  only  to  written  statements 
that  are  submitted  to  an  auditor  in  the 
course  of  an  examination  or  audit  and 
that  oral  statements  should  not  be 
covered  by  the  rule.  In  this  regard,  it 
was  suggested  that  auditors  will  usual¬ 
ly  obtain  written  representations  con¬ 
cerning  matters  of  material  signifi¬ 
cance  and  that  such  a  limitation  would 
permit  persons  to  review  written  com¬ 
munications  and  thereby  minimize  the 
possibility  that  false,  misleading  or  in¬ 
complete  statements  would  be  made  in 
the  absence  of  scienter  or  an  intent  to 
deceive. 

The  Commission  believes  that  a  dis¬ 
tinction  between  written  and  oral 
statements  is  inappropriate,  primarily 
because  oral  statements  may  be  no  less 
harmful  to  investors  than  a  misleading 
written  statement.  Moreover,  section 
12(2)  of  the  Securities  Act,4*  and  the 
antifraud  provisions  of  the  Securities 
Exchange  Act,  have  long  been  applied 
in  Commission  enforcement  actions 
and  private  actions  to  oral  misstate¬ 
ments  without  unusual  or  unintended 
consequences.  While  the  Commission 
is  sensitive  to  concerns  expressed  by 
some  commentators  that  oral  state¬ 
ments  which  are  inaccurately  recorded 
in  accountants’  work  papers  may 
become  the  basis  for  liability  under 
the  Rule,  on  balance,  the  Commission 
believes  a  distinction  between  written 
and  oral  statements  would  unduly 
narrow  the  scope  of  the  Rule.  More¬ 
over,  this  concern  can  be  alleviated  to 
some  degree  by  the  exercise  of  care  in 
the  preparation  of  accountants’  work 
papers  and  by  accountants’  requesting 
written  confirmations  of  material  rep¬ 
resentations. 

New  Rule  13b2-2,  as  adopted,  is  ap¬ 
plicable  only  to  any  director  or  officer 
of  an  issuer.  In  this  regard,  most  of 
the  comments  concerning  the  pro¬ 
posed  rule  questioned  the  applicability 
of  the  rule  to  any  owner  of  securities 
issued  by  a  reporting  company.  Sever¬ 
al  suggested  that  the  rule  should  be 
applicable  only  to  controlling  share¬ 
holders,  or  the  beneficial  owners  of  a 
certain  percentage  of  a  class  of  securi¬ 
ties,  while  others  expressed  the  view 
that  the  rule,  as  drafted,  would  dis¬ 
criminate  between  employees  of  an 
issuer  who  own  the  issuer’s  securities 
and  those  employees  who  do  not.  In 
addition,  some  comments  opined  that 
shareholders  might  be  deterred  from 
providing  confirmations  to  account¬ 
ants  if  they  were  made  subject  to  the 
rule.  After  careful  consideration  of 
these  comments,  the  Commission  de¬ 
cided  to  delete  shareholders  from  the 
coverage  of  the  new  Rule. 

It  must  be  stressed,  however,  that 
the  exclusion  from  the  express  lan¬ 
guage  of  the  new  Rule  of  sharehold- 


44 15  U.S.C.  771(2). 


ers,  low-level  corporate  employees  of 
an  issuer,  and  persons  unaffiliated 
with  the  issuer  does  not  indicate  that 
those  individuals  may  mislead  the  is¬ 
suer’s  accountants  with  impunity.  As 
noted  above,  controlling  persons  of  an 
issuer  may  be  held  liable  for  such  con¬ 
duct  by  virtue  of  Section  20  of  the  Se¬ 
curities  Exchange  Act.47  In  addition, 
the  existing  antifraud  provisions  of 
the  federal  securities  laws,  and  the 
concept  of  aiding  and  abetting,  can  l?e 
invoked,  in  appropriate  circumstances, 
against  those  who  deceive  the  auditors 
of  a  publicly  held  corporation.  In  this 
area,  as  in  other  areas  where  duties 
and  liabilities  are  created  under  the 
federal  securities  laws,  case-by-case 
balancing  is  essential  with  respect  to 
the  needs  of  the  investing  public  and 
the  interests  of  those  who  have  en¬ 
gaged  in  conduct  injurious  to  inves¬ 
tors. 

V.  Other  Matters 

The  Commission  specifically  re¬ 
quested  comments  concerning  ‘‘the 
likely  impact,  if  any,  which  •  •  *  [the 
proposed  rules]  would  have  on  compe¬ 
tition.”  48  Approximately  ten  com¬ 
ments  addressed  this  issue,  but  the 
comments  were  primarily  directed 
toward  proposed  rules  13b-l  and  13b- 
2,  which  would  have  imposed  require¬ 
ments  upon  reporting  companies.  The 
Commission  has  determined  that  the 
instant  rules  will  not  impose  a  ‘‘burden 
on  competition”  within  the  meaning 
of  Section  23(a)(2)  of  the  Securities 
Exchange  Act. 

The  Commission  has  also  considered 
whether  it  might  be  appropriate  to  re¬ 
publish  these  rules  for  further  public 
comment.  In  this  regard,  the  Commis¬ 
sion  decided  that  it  is  not  necessary  to 
obtain  additional  comments  before 
promulgating  the  new  rules  and  that 
the  delay  inherent  in  republication 
would  not  be  in  the  public  interest. 
The  Commission  intends,  however,  to 
monitor  the  impact  of  the  new  rules 
and  invites  comments  from  interested 
persons  concerning  that  subject. 

VI.  Text  of  Rules 

Accordingly,  17  CFR  240  is  amended 
by  adding  §§  240.13b2-l  and  240.13b2-2 
as  set  forth  below: 

Regulation  13b-2:  Maintenance  of 

Records  and  Preparation  of  Re¬ 
quired  Reports 

§240.13b2-l  Falsification  of  accounting 
records. 

No  person  shall  directly  or  indirect¬ 
ly,  falsify  or  cause  to  by  falsified,  any 
book,  record  or  account  subject  to  Sec¬ 
tion  13(b)(2)(A)  of  the  Securities  Ex¬ 
change  Act. 


47  See  n.  42,  supra. 

"See  Securities  Exchange  Act  Release  No. 
34-13185,  supra. 


§  240.13b2-2  Issuer’s  representations  in 
connection  with  the  preparation  of  re¬ 
quired  reports  and  documents. 

No  director  or  officer  of  an  issuer 
shall,  directly  or  indirectly, 

(a)  Make  or  cause  to  be  made  a  ma¬ 
terially  false  or  misleading  statement, 
or 

(b)  Omit  to  state,  or  cause  another 
person  to  omit  to  state,  any  material 
fact  necessary  in  order  to  make  state¬ 
ments  made,  in  the  light  of  the  cir¬ 
cumstances  under  which  such  state¬ 
ments  were  made,  not  misleading  to  an 
accountant  in  connection  with  (1)  any 
audit  or  examination  of  the  financial 
statements  of  the  issuer  required  to  be 
made  pursuant  to  this  subpart  or  (2) 
the  preparation  or  filing  of  any  docu¬ 
ment  or  report  required  to  be  filed 
with  the  Commission  pursuant  to  this 
subpart  or  otherwise. 

By  the  Commission  (Chairman  Wil¬ 
liams  and  Commissioners  Loomis, 
Evans,  and  Pollack  concurring;  Com¬ 
missioner  Karmel  dissenting). 

George  A.  Fitzsimmons, 
Secretary. 

February  15,  1979. 

Separate  Statement  of  Views  by 
Commissioner  Karmel 

The  Foreign  Corrupt  Practices  Act 
of  1977  was  enacted  after  the  com¬ 
ment  period  had  closed  with  respect  to 
the  proposals  for  these  rules.  There¬ 
fore,  I  believe  it  would  have  been  de¬ 
sirable  as  a  matter  of  policy  to  repub¬ 
lish  the  proposals  and  seek  additional 
comments  concerning  the  relationship 
between  the  proposed  rules  and  the 
accounting  provisions  of  the  new  stat¬ 
ute. 

With  respect  to  the  substance  of  the 
new  rules,  I  would  have  preferred  a 
more  restrained  implementation  of 
the  Commission’s  statutory  authority. 
In  my  view,  the  Commission  should 
have  limited  the  applicability  of  Rule 
13b2-l,  as  a  matter  of  policy,  to  cases 
of  intentional  falsification  of  account¬ 
ing  records,  or  deliberate  circumven¬ 
tion  of  internal  accounting  control  sys¬ 
tems.  Although,  in  my  view,  “falsify” 
implies  an  element  of  deceit,  it  does 
not  go  far  enough  in  articulating  a 
standard  of  wrongful  intent  for  culpa¬ 
ble  conduct.  In  addition,  I  do  not  be¬ 
lieve  it  is  necessary  or  appropriate  to 
regulate  communications  between  ac¬ 
countants  and  their  clients  by  way  of 
the  prohibitions  contained  in  Rule 
13b2-2. 

For  the  foregoing  reasons,  I  disagree 
with  the  Commission’s  determination 
to  promulgate  new  Regulation  13B-2 
as  drafted  at  this  time. 

[FR  Doc.  79-5568  Filed  2-22-79;  8:45  am) 
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COMMISSION 
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[Rel.  No.  3^-1557;  Pile  No.  S7-671J 

QUESTIONABLE  OR  ILLEGAL  CORPORATE 
PAYMENTS  AND  PRACTICES 

Promotion  of  Reliability  of  Financial  Informa¬ 
tion  and  Prevention  of  the  Concealment  of 
Questionable  or  Illegal  Corporate  Payments 
and  Practices 

AGENCY:  Securities  and  Exchange 
Commission. 

ACTION:  Withdrawal  of  proposed 
rules. 

SUMMARY:  The  Commission  today 
announced  the  withdrawal  of  pro¬ 
posed  rules  13b-l  and  13b-2  as  a  result 
of  the  enactment  of  the  Foreign  Cor¬ 
rupt  Practices  Act  of  1977. 

DATE:  February  15, 1979. 

FOR  FURTHER  INFORMATION 
CONTACT: 

Barbara  Leventhal,  Division  of  Cor¬ 
poration  Finance  (202-755-1750); 
Frederick  B.  Wade,  Office  of  the 
General  Counsel  (202-755-1229); 
Ernest  Ten  Eyck,  Office  of  the  Chief 
Accountant  (202-755-7471);  Securi¬ 
ties  and  Exchange  Commission,  500 
North  Capitol  Street,  Washington. 
D.C.  20549. 

SUPPLEMENTARY  INFORMATION: 
On  January  19,  1977,  the  Securities 
and  Exchange  Commission  published 
certain  rules  for  public  comment  in 
Securities  Exchange  Act  Release  No. 
34-13185.  The  Commission  is  today  an¬ 
nouncing,  in  Securities  Exchange  Act 
Release  No.  34-15570,  that  proposed 
rules  13b-3  and  13b-4  have  been  modi¬ 
fied,  re-numbered  as  Rules  13b2-l  and 
13b2-2  respectively,  and  adopted  with 
an  effective  date  of  March  17,  1979.  In 
addition,  the  Commission  hereby  an¬ 
nounces  the  withdrawal  of  proposed 
rules  13b-l  and  13b-2  because  the  sub¬ 
stance  of  those  rules  has  been  incorpo¬ 
rated  in  the  accounting  provisions  of 
the  Foreign  Corrupt  Practices  Act  of 
1977  (Pub.  L.  No.  95-213  (Dec.  19. 
1977)). 

By  the  Commission. 

George  A.  Fitzsimmons, 
Secretary. 


February  15,  1979. 

[FR  Doc.  79-5569  Filed  2-22-79:  8:45  am] 
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